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BEFORE THE
SURFACE TRANSPORTATION BOARD

STB Ex Parte No. 582 (Sub-No. 1)

MAJOR RAIL CONSOLIDATION PROCEDURES

UNION PACIFIC’S
REPLY COMMENTS

Union Pacific Raiiroad Company and Union Pacific Corporation
{collectively, “UP”) submit these comments in response to proposals and positions in the
May 16 initial filings. Obviously, UP does not attempt to address every issue raised in
the parties’ initial comments, but rather only those items that raise issues of special
interest or concern. We begin by discussing the scope of thé Board’s nﬂes. We then
review each of the major topics on which the Board requested comments. We close by
reviewing several iniscellaneous topics added by commenting parties.
L Applicability of New Merger Rules

A, New Rules Should Apply Only to Future Class | Mergers

Some parties propose sweeping changes to rail regulation that liec well
beyond the scope of rail merger proceedings. For example, some have asked the Board

to rescind its Midtec decision and require all C_Iass 1 railroads, whether or not they

participate in a major merger, to submit to mahdatory switching or other:forms of access
for their exclusively-served shippers. See, e.g., Certain Coal Shippers Comments, pp. 14-
15; Oklahoma Gas & Electric Comments, p. 7. Others seek across-the-board reversal of

the Board’s Bottleneck rate decisions. See, e.g., NITL Comments, pp. 16-18; TFI-

Comments, pp. 5-6.




The Board has already held that general overhaul of the existing

regulatory framework lies beyond the scope of this rulemaking and would undermine the
Board’s policy and regulatory objectives. The genesis of this proceeding was the Board’s
desire to receive public comments on the implications of further railroad consolidations.
In response to those comments, it initiated this rulemaking to “provide new merger
rules,” not to re-regulate the industry generally. The Board éxpressly rejected calls by
certain parties to “revisit the issﬁes that we studied in-depth 2 years ago in our proceeding
in Review of Rail Access and Competition Issues, S'_l‘BvEx Parte No. 575?’ by “chang[ing]
the rules in a variety of ways so as to promote more rail-to-rail competition throughout
the industry.” STB Ex Parte No. 582 (Sub-No. 1), Decision served Mar. 17, 2000
(“March 17 Decision™), p. 6.

The Board noted that such a “complete overhaul of the existing regulatory
scheme . . . could introduce an additional level of uncertainty and risk into the industry,
thereby harming shippers by lowering aggregate rail investment below those levels
necessary for railroads to maintain and improve service.” Id. This would worsen, rather
than alleviate, the “key problem faced by railroads™ and 1héir shippers: “how to improve
profitability through enhancing the service provided to theirvcustomers.“ which is “linked
to adding to insufficient infrastructure, not to eliminating excess capacity.” Ex Parte No.
582 (Sub-No. 1), Advanced Notice of Proposed Rulemaking, served Mar. 31,2000, p. 3
(“ANPR") (quoting March 17 Decision, p. 6).

The Board cannot consider in this proceeding broad changes to railroad

regulation, particularly those that would have devastating effects on the ability of




railroads to invest in essential infrastructure.' The Board cannot fairly or rationally
impose such changes in this proéeeding after telling the parties it would nor consider such
changes. The Board should not contemplate changes that we believe could cripple the
rail industry without giving railroads and other affected parties full notice and an
opportunity to be heard on a complete record.

The Board recently and correctly declined to rﬁake sweeping changes i«
rail regulation on the basis of fully developed records. Just two years ago, the Board
conducted a probing evaluation of competitive access proposals in Ex Parte No. 575,
concluding that new access measures “risk completely undoing the progress made
towards a healthy railroad system capable of meeting customers’ needs.”  Ex Parte No.
575, Review of Rail Access and Competition Issues, Decision served Apr. 17, 1998, p. 4.
In the Bottleneck proceeding, the Board conducted a similarly thorough e;aluation of its
regime of rate regulation, concluding that a general obligation to quote separate rates for
every “bottleneck™ segment would conflict with the “statutory provisions allowing
carriers to select their routes and to protect their long-hauls.” Docket No. .‘4 1242, Central
Power & Light Co. v. Southern Pacific Transportation Co., Decision servéd Dec. 31,

1996, (“Bottleneck I”) p. 11. Nothing has changed in the last few years that would

! As Professor Jerry Hausman and several others testified in Ex Parte No. 582, the

mere pendency of a Board proceeding to consider sweeping new regulatory burdens on
railroads would create significant uncertamty in financial markets that could deprive
railroads of the investment capital they require. Ex Parte No. 582, Public Views On
Major Rail Consolidations, Statement of Jerry A. Hausman, Feb. 29, 2000, p 11. We
incorporate Professor Hausman s testimony by reference.




support revisiting the Board’s pﬁor conclusions. If gnything, the ec;)nomic condition of .
the railroads is less secure than during those earlier proceedings.2 |

Economists, investment bankers, stock an_alysts, and railroad managers all
testified in the earlier proceedings about the adversg consequences of regulatory
proposals that would require carriers to give access to their infrastru?:ture or to establish
separately-challengeable “bottleneck” rates. Many shlppers and shipper organizations
joined these industry experts in warning about the efféét;..of new m-gl_illation.3 That
testimony is equally applicable to the proposals for nqnsﬁérger regulétory changes in
this proceeding. Accordingly, UP joins NS and CSX iggplaciﬁg the sénlient portions of the
evidence from those proceedings into this record as we(l.‘ ‘

Those proposing to restructure milroad-tégu!ation do so in the name of
competition. But this new ‘competition” relies on the @réatfion of regi;latory mechanisms

that would deny market-based returns to railroads, As_léxplained by Professor William J.

Baumol, who played a pivotal role in helping the ICC develg)p the post-Staggers' Act

2 The industry has not become more concentrated than it was duruu, p those
proceedings. The BN/Santa Fe and UP/SP mergers had been completcd and the
Conrail proceeding was well underway. :

3
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regulatory framework, these new regulations would b ;inomically‘ disastrous for the

railroads. Terminal access and “bottleneck™ rate prongﬂlﬁ would result in artificial

competition based on artificially low compensatibn for usg of rail facilities, interfering

with the efficient provision of rall service. See Verlﬁ

entitled “Mandatory ‘Competitive Access’ Proposals:: a ouflaged Attempts to Impose

Uncompensatory Rate Reregulation.”

Because these prmcnples are so well es abl hed we merely summarize

some of the most serious problems with forced access ttleneck” rate proposals:

. These propo_sals would, h railroad fevcnues
that support re-investme
undermine the railro

or differential prncmg witho

Investor$ would be
capital needed for
tment in the industry

unwilling to provndev,rallro T
- infrastructure investment, anc
inevitably would result. The:bi
in the network would be sm all
the lowest rates. '

4 See “Joint Compendium of Prior Railroad. Submlsst ns on Forced Access and

Bottleneck Rate Issues,” filed today in this procecdm

5 Professor Baumol s statement, jointly commxssxon by CSX, NS and UP, is
attached as Exhibit l =

6 CMA witness McCormick suggests that orced access would not .
necessarily eliminate differential pricing and th: 1

“market equilibrium” with rates that are - “just.
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fragmented, preventing economies of density from being
achieved. Carriers could not structure their networks as
efficiently, resulting in degraded service and hampering the
development of new approaches to marketing rail service
via the Internet.

B. New Rules Should Apply Only to Merger Applicants

UP opposes proposals that would apply new regulations to carriers other
than the applicants seeking a merger. For example, some parties suggest a rule not
only requiring applicants to make competitive access arrangements for fheir exclusively-
served shippers but also imposing a reciprocal obligation on any other carrier serving the
same terminals to open their exclusively-served shippers to access. See, e.gz., Washington
Ports Comments, p. 10 n.6. Other parties suggest that it would be unfair to saddle merger
applicants with competitive access or “bottleneck” regulation while their competitors, not
pursuing a merger, avoid such regulations. Sgg, e.g., BNSF Comments, pp. 25-26; CN
Comments, pp. 30-31.

UP believes that any new rules must apply only to merger Qpplicantsf
The Board’s authority to condition a proposed merger inthe public interest is broad in
part because merger approval is permissive rather than mandatory. Participants in a
merger are permitted to choose whether to proceed with their proposed transaction as

conditioned by the Board. If conditions protecting the public interest are too onerous,

7 UP supports one and only one exception to this pri’nciple, as discussed in our

initial comments. If a carrier extends its system as a result of a grant of trackage rights
imposed as a condition on a merger or as part of a merger settlement, and thereby creates
a new “bottleneck” or extends an existing “bottleneck,” the merger rules governing
“bottleneck™ rates ought to apply. In that instance, the ex “bottleneck” is a direct
effect of the transaction in which the benefiting carrier part ! Axpates See UP Comments,
pp. 11-14, . B .




the applicants may abandon their transaction.® If the B poses substanti

requirements on non-applicants, however, those carrier. ' d have no ﬁbility to veto

the merger and avoid the obligations. It is the merger apphcants who seek economic

gains from the merger, often at the expense of other rallroads and they should bear the
costs of protecting public concerns.

Imposing obligations on non-applicanfs rats

constitutional concerns a: well. Section 11324(¢) does not authorize such conditions..

Under the takings clause of the U.S. Constitution, | bodies masr not impose

economically harmful conditions on third-parties wi hemselves iapplying for

public benefits. See generally Dolan v. City of Tigard, 51
California Coastavaomm’n, 483 U.S. 825 (‘19 87).

. 374 (1992); Nollan v.

Nor would it be appropriate to impo_'sé ¢

merely because that carrier benefits frdm conditions imp y.the Board or agreed

to in a merger settlement to resolve a competitive harm'of erger unless the cendition.

iteelf creates the harm. Imposing new burdens on such carriers.could effecﬁively

extinguish the Board’s power to remedy merger-related: scause nod-applicant

carriers would be less likely to seek or implement cond losers would be the

shippers whom conditions protect.

because of the

to consummate a transactr
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Carrier A in Merger 2, it is axiomatic that the Bo ider the impact of Mer

2 on the condition imposed in Merger 1. The IcC onfronted this situatipn in the

UP/MKT merger, where the Board found it neceséary to transfer to KCS the rights that '
had been granted to MKT in the UP/MP merger. | L.C.C.2d 409, 452-58
(1988). | |

Some pmﬂes such as KCS, would kgvo furth
conduct a sweepmg reassessment of all prior mergcr con S, not gust those potentlally v

affected by the subsequent transactlon, to determme whether

they remain “consistent thh ’
evolving notions of the public interest.”'® 7

Tﬁe Board lacks authority under 49 US C
prior merger and “re-condition” it based on a new set of s ive standards. But éuchf ‘s_ N

oversight does not extend to “relitigat[ing)” the Board '

inderlying public interest
determination reﬂc"ted in its original decision approving: the merger.!' Doing so would E

contravene the fundamental right the applicants in thé P ser pmceedfng to choose.

settlement agreement provided increased rail options for:
shipper’s competitive disadvantage).

1o

restnctlons remain consnsteht
Comments, p. 22.

" UP/SP General Oversitht, Decision No. 10 sei




transaction.'? To be sure. the Board has authority to impose oversight requirements that
allow it to “consider whether [conditions| have achieved their purpose™ of ameliorating
merger-related harms and to modify conditions 1o achicve that purpose.'’ Finally. such a
rule would upset the finality of the Board’s prior determination that the first merger was
in the public interest.

KCS’s version of the proposal appears to be self-serving. 1t is designed to
farce reconsideration for the third or fourth time of the Board’s limitation on trackage
rights granted to KOS affiliate Tex Mex in the UP/SP merger. KOS Comments., pp. 30-

32" Of course, KCS would be free in any future merger case to argue for expansion of’

. See, e.g.. Guilford Transportation Industries, Ine, - Control - Boston & Maine

Corp.. 5 1.C.C.2d 202, 206 (1988) (discussing problems posed by post-consummation
request for new trackage rights conditions made Court of Appeals remand for further
proceedings and rejecting proposed conditions without reaching timeliness question):
Landgraf v. USEFilm Products, S1HULS, 244, 280 (1994) (holding that rule is
impermissibly retroactive i1 inereasefs] a party s liability for past conduct. or
imposels| new duties with respeet to transactions already completed™).

(‘I”\l'(u-nc ral Oversight, Decision No. 13 served Dee, 210 1998, p. 160 secalso
I)u.mun ‘\)n 17 HLr\LlI May 25,1999, p 37-38 (L\Llhll\hln“ S-veir n\ust;‘hl to

]\nmiulmn o unpnsc .uidllmn.ll umdumn.s it .md ln (hL L.\anL we dclumulc thal
additional conditions are neeessary (o address unforeseen harms caused by the
transaction™).

i When the Board granted Tex Mex trackage rights between Robstown/Corpus
Christi and Beaumont, it limited Tex Mex s rights to tratfic having a prior or subsequent
movement on Tex Mex's original Robstown/Corpus Christi-Laredo hine. KCS has long
wanted Tex Mex to use its rights to provide KCS with access to traftic originating and
lerminating in Houston, but the Board has consistently rejected that position. holding that
unrestricted “ilouston-north™ ri;,hts‘ are not justified by any adverse impact n(' the merger
on competition or essential services. UP/SP, Decision No. 44 served Aug. 12, 1996. pp.
85-89; UP/SP. Decision No. 62 served d Nov. 27. 1996, pp. 6-9 (rejecting KC .S/IC\ Mex
Petition to Reopen): UP/SP_Houston/Gult Coast Qversight, Decision No. 10 served Dec.
21. 1998, pp. 10. 16-18.

14




should hav adverse co*np.etitivej

gave rise to this
broad concerns :

lead to just two large North Anieuq:hn




-“one-merger-at-

proceedings. O

merge. BNSF Cc

uld result ﬂ‘n a “sul?stan‘

to

%{cts” so crabbed as to b
hat mergetgapplicants f
to disrupt ervices on other.

?ﬁ
dict that its xhergcr would




”

toward a two-carrier Class [ rail system in North America. The BNSF/CN proposal

would create the largest railroad in North America with the first single-carrier

transcontinental routes between the West Coast of the United States and an Atlantic
Ocean port. The BNSF/CN proposal has already revitalized the drive for rail re-
regulation that BNSF's (‘E() Rob Krebs has said would be “an absolute disaster™ for
the rail industry.'® The impact of a merger proposal on rail regulation is another major
“downstream™ effect.

BNSF and CN argue that attempting to predict specific tuture transactions
requires oo much speculation. E.g.. BNSE Comments, p. 14, UP proposed & rule that
would only require applicants to evaluate whether a two-railroad Class | network is in the
public interest. sparing applicants the need to predict specific transactions. They would
be required 1o take responsibility for their permanent transformation of the North
American rail system by evaluating the desirability of a more concentrated industry under
cuch public interest consideration. In particular, they must address the impact of greater
industry concentration on the risk of re-regulation, a risk that BNSI has recogmzed
would be so devastating for the ULS, rail industry.

BNSF and UP propose similar rules for procedural consolidation of
contemporancous applications (BNSE Comments. p. 15: UP Comments, p. 5), but BNSF
adds a restriction that renders the consolidation procedure meaningless. BNSE insists

that. even in a combined proceeding, the applicants who file first should never shoulder

10

Christopher Palmori. “Spending Their Way Out of Trouble.” Forbes. Mar. 23,
1998 p. 72.

17




conditions to correct the adverse effects that the second proposal may have on the public

.decest. BNSEF Comments at 15. BNSF wants to shift all responsibility for curing
problems to the second set of applicants. This not only would create a race to the Board,
but eviscerate the purpose of combining the applications. To produce outcomes that are
both rational and fair, the Board must be able to impose conditions to remedy the
interactions between contemporaneous mergers4 on any applicant.

III.  Safety

CPUC proposes that merger applicants should be required to submit an
“enhanced” Safety Integration Plan and that the guidelines for such safety plans that are
currently under consideration in the joint Board/FRA rulemaking should be expanded to
include additional elements. CPUC also maintains that any railroad with an accident rate
that is higher than the industry average should not be perniitted to merge until its safety
record improves.

CPUC’s comments with respect to the Safety Implementation Plan are
beyond the scope of the ANPR. The Board noted in the ANPR that safety concerns are
encompassed by its environmental rules at 49 C.F.R. Part 1105, which are not specific to
rail mergers, and it expressly stated that it does not intend to alter those rules in this
proceeding. ANPR, Note 15. The ANPR makes specific reference to the separate joint
rulemaking that was instituted by the Board and FRA for the purpose of considering the
very issues that CPUC has raised here. ANPR, Note 16. Many of the “enhancements”
to the safety plan that CPUC has proposed, including review of training, engineer
certification, emergency response plans, and the dispatching and train control systems to

be adopted are already under consideration in that docket. See Regulations on Safety

Integration Plans Governing Railroad Consolidations, Mergers, Acquisitions of Control,

18




and Start Up Operations, and Procedures for Surface Transportation Board Consideration

of Safety Integration Plans in Cases Involving Railroad Consolidations, Mergers, and

Acquisitions of Control, Ex Parte No. 574, FRA Docket No. SIP-1, Notice No. 1 (Joint
Notice of Proposed Rulemaking published ai 63 Fed. Reg. 72225 (Dec. 31, 1998))."”
CPUC would require the merging railroad to submit its proposed operating
rule changes governing allowable train configurations to FRA for approval prior to their
taking effect. The carriers would also be required to provide FRA with its technical
justification for the changes, including a track-train dynamics analysis. However, FRA
has previously considered whether to adopt national requirements for train make-up and
concluded that this matter is best left to individual carriers, because compliance with
prescribed train make-up rules could require additional switching operations which pose
a potentially greater risk of derailment than operating poorly configured trains."® FRA
also rejected a proposed rule that would require advance approval of changes in a
railroad’s rules because FRA agreed that such a rule would “seriously impair rail
management’s flexibility to amend [its] programs in light of changing opcrating

conditions.”™ 39 Fed. Reg. 41,175-6 (1974).

17 CPUC alternatively suggests that the safety “‘enhancements it seeks should be

adopted on an interim basis.” However, in the ANPR, the Board has already announced
its intention to have applicants continue to work with FRA to formulate Safety
Integration Plans on a case-by-case basis.

18 Letter from FRA to NTSB dated July 14, 1982 in response to NTSB
recommendation R-78-0446 that FRA “limit the length and tonnage of trains” in
accordance with “train make-up principles developed under the track train dynamics
program.” In an order dated October 1, 1982, the NTSB adopted FRA’s suggestion and
closed its consideration of new regulations based upon its finding that acceptable action
had been taken by FRA.

19




Rail mergers have not been shown to increase risk of derailments
attributable to train make up or track-train dynamics ("TTD-TMU™). CPUC closcly
monitors the rate of incidents at selected heavy-grade sites in mountainous areas of
California, but neither BNSF nor UP/SP experienced any increase in TTD-related
derailments at these locations following their recent mergers. Analysis of the accident
data reveals that TTD-related derailments were significantly lower in the decade from
1987-1997, after most of the mergers occurred, than during the previous decade from
1976-1986. (Sec TABLE from Case No. C-9703660-THE). In fact, the rate of accidents
atributable o all causes at the monitored sites declined significantly after 1986, which is
consistent with the downward trend in accidents for railroads nationwide.

[t would be imprudent to deny a railroad whose safety record falls below
the industry average the opportunity to merge with a stronger partner. Mergers can
improve salety in certain circumstances. UP’s acquisition of the former Western Pacific
WPy in 1983 was a significant factor in the decline in derailments in California. By
19806, UP had completely rebuilt the former WP line through the Feather River Canyon,
into o key link in one of UPs transcotinental routes through the Centrat Corridor.
Betore it was rebuilt, the Feather River line had the highest accident rate of all the
CPUC-monitored mountain grade sites. with a total of 15 derailments during 1976-86.
Only one accident due to track was recorded at this site from 1987 to 1997, WP lacked
the financial resources to make these safety-cnhancing improvements on its own, and its
merger with UP was clearly necessary to promote the safety of this important component

of the national transportation system. In addition, accident rates ditfer because of




differences in operating patterns (such as the amount of yard switching). even on equally

safe ratlroads.

V. Service Issucs
A. Avoiding Service Failures

Most railroads and many other parties proposed more extensive
implcmémation planning than current merger rules require. Improved implementation
planning should help avoid service failures.

The Eastern Coal Trattic Association (“"ECTA™) proposes that
implementation plans should include shipper support functions. ECTA Comments, pp. 9-
10. UP concurs. As testimony in Ex Parte 582 shdwcd. many shippers feel that customer
service and railroad responsiveness to shippers have declined after recent rail
consolidations. "’

Although many oi the service proposals have merit. UP has coneerns
about a few, For example, Amtrak proposes that the merging railroads should be
required to perform capacity s(udics wherever a merger would add four trains a day.
Amtrak Comments, p. 6 n.2. UP believes this approach is too rigid and could require
applicants ta waste resources on studying line segments and terminals that do not present
capacity coneerns. The numerous proposed rules requiring raitroads to show they

possess capacity adequate 10 avoid service failures should satisfy Amtrak’s concerns.

1 Testimony of Tricia Bennett, Shearer Lumber-Bennett Lumber. Ex Parte No.

582, Mar. 9. 2000; Testimony of Hal Owens, Precision Components, Ex Parte No. 582,
March 9, 2000, Testimony of Rail Van Global Logistics, Ex Parte No. 582, Mar. 8, 2000:
Testimony of Paul Freund, MidAmerican Energy. Ex Parte No. 582, Mar. 8. 2000.




UP also disagrees with Amirak’s proposal that non-applicants proposing
conditions to remedy mcrgcr#elaled harms must carry the burden of showing that their '
proposed conditions would not cause capacity problems. ‘Amtrak Comments. pp. 5-6.
This would unnecessarily burden parties who are trying to solve a problem caused by the
applicants and could make it impossible to condition mergers properly. In addition. the
conditions will apply to the applicants lines, which means the applicants will be better
able to evaluate lin2 and terminal capacity. The better solution is to require merger
applicants to work with a party obtaining a condition to ensure adequate capacity.

UP disagrees with the Ohio Rail Development Commission’s (CORDC™)
aroposal that railroads be prohibited l'rmﬁ merging until all benetits of prior mergers are
achieved. ORDC, pp. 1. 10, Such a rule could hobble a railroad’s ability to use a
responsive merger to remain competitive, It would also lead to potentially endless
disputes about the extent o which benefits have been achieved ina rapidly changing
commercial environment.

Finally, U is concerned about proposals to use panels ol experts o judge
implementation plans and merger implementation. See, e.g.. Transition Comments at 4,
7-9; Port of Seattle Comments at 18 The Board may benefit by supplementing its staff
to evaluate plans and identify poteitial issues. a practice UP supports. However, the
RBoard should not create a costly new burcaucracy that could never be :;s familiar with
tocal and systemwide operating circumstances as the owning railroads. At all costs, the
Board should avoid turning merger implementation into an ongoeing legal proceeding that
will eripple railroad flexibility and absorb the time and energices of the very operating

ofticials who need to fix any problems that arisc. We also are concerned about

[}
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rates (CPUC Comments, pp. 4, 6), do not measure service in'any meaningful way and

would do little more than add regulatory burdens.

Finally, several parties propose that the Board establish an arbitration or
mediation process for shipper complaints in the event of significant wﬁice deterioration.
UP supports mediation processes and believes that fair and expeditious resolution of
shipper complaints is an important part of the railroads' responsibilities in implementing
a merger. UP supports a mediation process that includes direct negotiation between
business representatives of the railroad and shipper as the initial step in the process.

UP faced thousands of complaints and hundreds of claims for damages
as a result of the service congestion in 1997 and 1998. UP implemented a process that
resulted in paying compensation to its customers well beyond UP's likely legal liability.
The initial step in the process was direct, informal negotiations between bpsilxcss
representatives. Thanks to this process, less than two percent of all claims resulted in
litigation. This is remarkable given the size, number, and complexity of the customer
claims. UP also agreed with customers to use third party auditors when neces~ 1y to
verify claims. UP supports direct, informal negotiations among business réprescutatives
of each party, with formal mediation only in the event the parties failed to resolve the
complaint.

C. Remedies for Service Failures

1. Compensation for Service Failures

UP believes that compensation should be limited only to increased
transportation costs. UP opposes compensation for all possible claimed costs, such as
consequential damages cf claimed business losses. Such claims cannot easily be proved,

and shippers would have no incentive to mitigate or control their.costs if all are




recoverable. Railroads could be exposed to a level of liability far in excess of that

contemplated by ordinary contract law.

UP agrees that shippers should be compensated for mérger-related costs
of leasing additiohal private cars, as long as the lease costs are reasonably related to the
duration of the problem. UP does not agree, however, that railroads should be required to
pay long-term car leases as compensation for service problems. Long-term leases are
capital investments, not temporary solutions.

UP also believes there is no need for the CPUC’s proposed escrow fund to
cover service failures. CPUC Comments, p. 6. Class I railrnads are financially able to
cover reasonable service-related costs, as UP demonstrated during its recent service
crisis. In order to establish :n escrow account, the Board would have to order a railroad
to set aside such a large amount of money that it could infringe on the railroad’s ability to
invest in its infrastructure, ultimately damaging capaciiy. The Board céuld evaluate the
financial ability of applicants to pay service-related compensation costs during its review
of the merger application and set conditions for compensation on a case-by-case basis if
needed.

2. Service Guarantees

BNSF and CN propose that applicants negotiate “‘service guarantees” ona
éhipper-by-shipper basis. BNSF Comments at 17-18, 39; CN .Commcnt:s at 13. UP urges
the Board to beware of this proposal. If adopted, it would endorse a growing and
pernicious practice of buying shipper support for mergers -- a practice thét distorts the
Board’s assessment of the public interest.

In normal commercial negotiations, it is desirable for railroads and

shippers to negotiate service standards and guarantees. The difficulty arises when those

25




commercial arrangements get entangled in merger politics, and railroads bargain for
shipper support.

This practice is pernicious for two principal reasons. First, it favors large
shippers over smaller shippers. Merging railroads may be more eager to obtain the
support of a well-known shipper and therefore may be more willing to make greater
economic concessions to those parties. Smaller shippers have less to “sell” in the
marketplace of shipper support statements.

Second, and perhaps more important, the practice distorts the Board’s
public interest analysis. When support statements are motivated by undisclosed but
private economic concessions, the Board has no way of knowing how to';: weigh, or even
whether to credit, endorsements of mergers and claims of merger benefits.

The BNSF/CN approach to “service guarantees™ virtuarllyi.enshrines this
undesirable practice. [t requires shippers to negotiate one-by-one with the applicants as
the only route by which they can obtain protection against service failureé after the
merger. This gives the merger applicants both an entrée 10 meet with every shipper and a
significant club in demanding shipper support. Unless a shipper supports the merger, it
will not obtain maximum protection against service problems and may obtain none at all.

The Board should not endorse this procedure. On the contfary, it should
adopt the KCS proposal to require disclosure of all settlement agreements or other
agreements. KCS Comments, pp. 44-54. Disclosure‘ will allow the Board to make an
informed judgment about a party’s reasons for supporting a merger and therefore about

the public interest.




D. Claims of Service Improvements

UP endorses the NITL proposal under which the Board would consider in
its public interest analysis the likelihood that benefits will be achieved and the extent to

which applicants stand behind their claims. NITL Commet_lts, p. 20,

E. Passenger Service Proposals

UP agrees with Amtrak that service implementation p]ansf: should address
how the applicants will avoid any new delays to passenger service. Amtx;ak Comments,
p. 10. Amtrak requests base-line delay information, but Amtrak maintains those types of
information and does not need to obtain them from freight railroads,

" UP disagrees with requests of certain commuter authorities for preferential
spcci‘al treatment in merger proceedings. There is no reason a commuter authority should
be given better treatment than a freight customer. Commuter authorities have agreements
with freight railroads covering service and performance standards. and lhci Board should
not intervene in those contractual reiationships. UP would meet volunlariiy with any
commuter authority that wishes to discuss the affects of a proposed merger on commuter
service, as we believe other railroads would, but the Board aced not adopt rules to give
commuter agencies unique treatment beyond their contract rights.

UP also disagrees with proposals from commuter authoritics to freeze in
place railroad employees who deal with commuters. See, ¢.g., Metra Comments. The
Board should not get involved in railroad staffing decisions and railroads o?‘cn cannot
compel employees to stay in a specific position. Such measures would be (;nly
tangentially related to railroad mergers in any event.

The American Public Transportation Association (“APTA”) urges the

Board to expand commuter access to freight railroads in mergers. APTA Comments,




‘ pp. 4-5. This request is unrelated to mergers and co' se a capacity disaster for
freight shippers. Commuter authorities must negotiate for use of freight lines and the

authorities must help provide sufficient capacity to avoid freight train interference.

Board-imposed access would undermine these relationships and could give rise to

unconstitutional takings. While willing in appropriatc_ﬁ umstances to consider adding
commuter trains to its lines, UP cannot accept such opeté ions to the detriment of its

treight customers.

Finally, UP disagrees with the Oklahom: -quartment_ of Transportation’s
suggestion that the Board require reasonable terms for pj_la"ssgnger operations. Oklahoma

Comments, p. 9. For the longdistéme passenger irain v

ith which Oklahoma
. is concerned, this requirement is redundant. Under the Rail Passenger Service Act, if
Amtrak and a railroad cannot agree on reasonable compensation terms, the Board is

empowered to set them.

V.  Competition Issues

A. Proposals to Require Mandatory Competitive Access or
Create New Competitive Alternatives '

P

We have already discussed proposals seekingyb'g()vernmcnmompelled

“competition” by imposing ~ beyond the merger context — forced access to exclusively-

served shippers. Many additional parties want to impose such access on applicants

seeking a merger. S_ée, €.8., NITL Comments, p. 15; AG :P“éroc“:ﬁessing Comments, p. 8;

Dow Chemical Comments, pp. 7-8; CURE Comments, pp- 4- . Shell Comments, p. 9;

Proctor & Gamble Comments, p. 2.

UP does not support such broad changes erger rules. Evenif -

strictly limited to mergers and even lf imposed only 6@ , applicants; broad access;




requirements would carry significant risks for the financial viability of the merger

applicants.

The proposals are overbroad. Although some parties express concern -
about product and geographic competition (see DOT Comments, 14-15) and about risks
to reciprocal switching arrangements (see id., p. 14 n.8; KCS Comments, pp. 54-56), the
Board’s existing rules already permit it to condition proposed mergers as necessary to
avoid these competitive harms. |

B. Proposals Relating to Horizontal (“Three-to-Two™) Competition Issues
Several parties suggest that the Board establish a presumption that any

transaction is anticompetitive if it reduces the number of rail options frém three-to-two or
even from four-to-three. See, e.g., Alliance of Automobiie Manulhcturérs Comments,
pp. 10-11; Canadian Pulp and Paper Association Comments, p. 3: Committee to Improve
Coal Transportation (“IMPACT"™) Comments, pp. 22-25; Edison Electric Institute
Comments, pp. 3-4; KCS Comments, pp. 12-14; Western Canadian Shipﬁers‘ Coalition
Comments, p. 3.

UP believes the Board should not adopt any presumption as to the

competitive impact of reductions in the number of railroads in a market. It is not true, as
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A few parties propose rules that would impose radical remedies — such as rate
freezes and massive divestitures aimed at creating new transcontinental routes ~ in the
event a merger would reduce competitive rail options. See, e.g., Comments of AG
Processing, p. 6; Edison Electric, p. 5; Greater Houston Partnership, p. 7; IMPACT, pp.
26-27; National Grain & Feed Ass’n, p. 11; Society of the Plastics Indus., pp. 8-9. Itis
* hard to imagine any transaction ever warranting such relief, which would likely exceed
the Board’s authority and raise extreme implementation difficuliies.




NITL suggests,” that all risk of horzzontal competmv 7 harm is behind us. Future

mergers mlght combme the two strongest rail compehtors in a market, a competitive

harm. Future mergers may also adversely affect geog_rap}yc and product competition by
combining the two carriers that account for a significant majorlty of all shipments of a
product and its reasonable alternatives, even if other raxlroads handle modest volumes of
such shipments. ‘

The Board should%clarify that it will apply no presumption either way
in its analysis of 3-to-2 and other’merger-telated'reductioirixs_ in the number of rail
transportation alternatives. The Board should continue to apply estabiished approach
to these issues by examining them in detail based on the facts and ciré_umstzmccs in

each particular case. In the UP/SP proceeding, for examp}eé the pmiés debated the

competitive effects of 3-to-2 reductions in the number of rail carriers serving many

markets. In many the Board found that UP and BNSF would compete vigorously after

the merger, as they have. 2 In other markets the Board concluded that SP should be

replaced.

u NITL Comments.

2 The Board has repeatedly found that competition between UP and BNSF has been
no less vigorous than pre-merger competition involving SP. See, ¢.g., UP/SP General
Oversight, Decision No.15 served Nov. 30, 1999, pp. 15.& 6; UP/SP General
Oversight, Decision No. 13 served Dec. 21, 1998; pp: 8 e UP vs. SP competition
that existed prior to the mierger no longer exists; but, ; , there now exists UP vs,
BNSF competition, whxch appears to be at least as effe  the pre-merger UP vs. SP
competition.”). ‘




C. Proposals Relating to Vertical (End-to-End) Competition Issues

There is a broad consensus among commenting parties that the Board

should change its analysis of the effects of “end-to-end” mergers, referred to as “vertical”
effects.”> Numerous shippers and shipper associations, government bodies, and Class 1
railroads, including UP, NS and CN, proposed changes. The patties focus principatly

on the potential of future end-to-¢nd mergers to harm exclusively-served shippers by
extending existing so-called “bottlenecks” beyond pre-merger gateways.

Some parties urge the Board to abaﬁdon its “one-lump” doctrine.

IMC Global Inc. Comments. p. 6, Western Canadian Shippers’ Coalifion, p. 5; Western
Coal Transportation Association Comments, p. 5. Others want merging carriers to
maintain oper: gateways in various ways, or want to altor the conditions under which
merging carriers must offer “bottleneck” rates in an end-to-end merger. See, e.g.. AG
Processing Comments, p- 6; Bunge Comments., p. 7; Dow Chemical Commeats, p. 6;
IMPACT Comments, p. 25; NITL. Comments, p. 9.

Without endorsing all the theories and arguments expressed by these
parties, UP proposed a new rule that would address all of their concerns. UP Comments,
pp. 11-15. The differences between Uf"s proposal and’bther proposals refate principally
to three major design parameters, each of which we discuss below:

(1)  To what traffic will the rule apply?
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A combination of two carriers that connect with one another to provide interline
transportation is “vertical” in the same sense as a merger of a manufacturer and
distributor who combine their complementary capabilities to deliver a product to
consumers :




2) To which gateways will the rule apply?

3) How will the rule keep gateways open?

6] To what traffic will the rule apply?

Any gateway preservation rule should be limited to traffic for which the
proposed merger would extend an existing “bottleneck.” The essential criteria are those
depicted by the classic rat-tail diagram (see UP Comments, p. 11): (a) there is an existing
“bottleneck” between an exclusively-served shipper facility and an interline gateway;

(b) there are alternative routes beyond the gatewvay over which the traffic can move pre-
merger in interline service; and (c) a proposed merger would convert one of the interline
routes to a single-line route.

Several parties appear to contemplate a rule requiring a merged carrier
to maintain gateways or quote “bottleneck rates” for movements for which two fully
independent competing routes between origin and destination remain alter a merger. See
c.2.. AG Processing Comments, pp. 6-7; BASF Comments, p. 53; SPI Comments, p. 9.
In that situation, there is no “bottleneck™ at all and thus no basis for concluding that an
end-to-end merger involving one of the two ctiwmpeting routes would affect. the shipper’s
ahility to obtain competitive rates and service. Two independent routes would compete
after the merger.

Likewise, there is no reason to require, as many partics implicitly suggest,
that merging carriers maintain gateways or establish “bottleneck™ ratcs for all traffic to
or from existing bottleneck segments. Much of this traffic could not be affected by a

merger. Accordingly, UP’s rule applies only where rate and service options could be lost

for a movement as a result of a merger:




“as to which no Paxﬁcipatihg Car;i@f
and destination of the trafﬁc gric)
Traffic’)” ;
UP proposes adding the underscored language to msike‘*
traffic that moved -- or could have moved -- between twi
merger. |
) To which gateways will th‘e rule agpv ’ l‘_x"‘?
The Board should rej:ect proposals to;

“bottleneck” rates via the “first juncﬁon in the direction o

movement.” Seg, e.g., SPI Commenis, p. 10; Subécﬁbi Shippers Comments,

pp- 21-22. Instead, the Board shouldkv preserve the.ipljinc rline route used to handle

the traffic before the merger. Any other rule would a

ng shipping patterns,
promote less efficient routes, and create new short—ham ather than preserving
meaningful options affected by a merger.

A “first-junction” rule would deprive the - cck™ carrier of its pre-

merger ong-haul route, eroding the applicant’s pre-merg: ue base d§ a price of

merging. Moreover, opening new gateways would force a.complete rcdcsign of the

carrier’s transportation plan, fragment traffic flows, and ally rcquiré additional

inefficient switching. This could lead to a service reducti affic on t:he new routes.

See. e.g., Traffic Protective Conditioné, 366 1.C.C. 1 12 ,- 1 2). CSX/&S/Conrail,

Decision No. 89 served July 23, 1998, pp. 76-77. It also: ake it impossible for
the Board to compare pre-merger and ;iost-metgct servlc |
We recognize the need to make a minor adjustment to the rule we

proposed in our initial comments to deal with situat ffic can efficiently flow
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It is sufficient and even desirable to keep just one efficient gateway

open for each flow of interline traffic affected by the merger. Just because a particular
gateway between the merging carriers was used for certain traffic before tihe merger
does not necessarily mean that it is the most efficient gateWay for all tmfﬁc flows.

As a general rule, the rail system can provide more efficient and faster service by
concentrating traffic on fewer routes. It would not be efficient to preserve as an “open
gateway” every possible point of interchange that existed between two merging carriers,
no matter how lightly used.

3) How will the rule keep gateways open?

The parties have struggled to find meaningful ways to keep gateways open
without returning to the discredited “DT&I” conditions. Some parties vaguely support
keeping gateways open but do not explain how. Other parties propose new forms of rate
regulation that are clearly unacceptable. For example, some would require :;merging
carriers 1o freeze existing joint-line rate levels. in some cases subject to ann;ual indexing, -

See Greater Houston Partnership Comments, p. 7; DOT Comments, p. 14. Others would

bar rate discrimination against interline routes by requiring rates to the gathay to be set
“on a proportionate or a mileage basis to the rates being offeréd in through [j_.g, single-
line] service.” SPI Comments, pp. 8-9. Apart from the ob_vious jurisdictionél questions
these proposals raise,”’ the proposals effectively jettison the rate-setting freedoms granted

by the Staggers Act.

= The Board lacks maximum rate jurisdiction over contract«gltes, which represent

a majority of all rate offerings in today’s marketplace, see, e.g.; Bottleneck I, and rates
below 180% of viable costs, see, e.g., FMC Wyoming Corp. v.UP; Finance Docket No.

(continued...)




The ability to adjust rates to reflect mark ‘ gnditions, including the
relative efficiencies of various routing alternatives, is vi_taltié achieving an efficient rail -
transportation network. Railroads must have the freedom tol set rates that reflect costs
and efficiencies of individual routes and services. For this rgason,”’ the Board abandoned
the rate equalization requirements of the “DT&I” conditiox'}g;: and it should refrain from
re-adopting restrictive and inefficient new formsvof raté regulanon in this proceeding.?’
UP’s proposal avoids these problems by preég;@ving the “Eonleneck”
carrier’s rate flexibility. Rates would be constrained by coxiiéctition or,’gin its absence, -
established standards for rate reasonableness.
VI, Shortline Issues
UP favors revisions to the Board’s rules thatwjéuld address the effects
of future mergers on shortlines. UP"s proposals for service r_eniwdies and “bottleneck™

rate conditions would apply to shippers served by a merging railroad’s shortline

connections and therefore would benefit the shortlines as well as their shippcﬁ;'. They

33467, Decision served Dec. 16, 1997; Rail General Exemgtmn Authomy I.C.C. Ex
Parte No. 346 (Sub-No. 35), Decision served May 16, 1995.

B See, e.g., Traffic Protective Conditions, 366 1.C.C. 112, 123 26 (1982);
CSX/NS/Conrail, Decision No. 89 served July 23, 1998, p. 77/({Freezing agreements,

rates, and routes would prevent efficiency enhancing changes. that benefit shippers. The
1CC once pursued a policy of freezing routings, gateways, and rate relationships, but this

policy was not in the public interest, and we will not.reinstitu here™).

n For the same reasons, UP opposes the proposals of v arious ports to require

merging carriers to equalize rates and services among the pe ey serve (see, e.g., Port
of Houston Authority Comments, p. 11), and the proposal e parties that would
require equalization of grain and other rates between: the United States and Canada (see,

¢.g., North Dakota Public Service Comm’n Comments, p) These proposals would
resurrect discredited rate principles that have been abandon ecades. See, e.g.,

(continued...)




would supplement existing precedents that protect '_ es from losing one of their two

arriers.”?® UP favors rules

Class I connections and from extension of existing

that codify those basic principles.

Most of the shortline proposals however, have nothing to do with the

effects of mergers.?’ Proponents of the so-called “shi bill of rights” want to
eliminate all “papér barriers,” ba.r“‘discximinatign” against shortlines with respect
to rates, and require financial assistance to ,upgr;dq. sh s’ track stfucture to
accommodate heavier-loading eqﬁipment.s ® These pre existing issuesz are being debated
outside the realm of mergers and are not affectéq ‘By me . The Board has repeatedly
held that there is no connection between mergers and | ts by shorﬂines for relief

from “pre-existing conditions.”' It would be inappropriate for the Board to impose '

Traffic Protective Conditions, 366 1.C.C. 112, 130-31 (1982) (Staggers Act inconsistent
with rate equalization and other rigid rate regulatory sta ).

= See CSX/NS/Conrail, Decision No. 89 served July‘ 3, 1998, pp: 76-77 (Board
“practice ... to impose conditions, where feasible, to. pre rve a second connection” for 2-
to-1 shortlmes and to “prevent|] blocking prowsnons having greater force as a
result of a merger™). : .
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Many of the proponents of regulatory change:benefiting “shortlines™ are in

fact large Class 11 regional railroads, such as Montana nk, IMRL, and DM&E.
Railroads which have annual revenues in excess of $2 n are for the most part not
similarly situated to the smaller Class 111 rallroads custo v regarded as “shortlines.”
49 C.F.R. § 1201.1-(1)(a). . ;

30 See, €.8., Comments of ASLRRA pp. 7-8; Easte
Ry.. p. 4; lowa Traction R.R., p. 3; State of Maryland p.
Comm’n, p. 7.

ore R.R., p. 4 Finger Lakes
; Ohio Rail Development _

A The Board has repeatedly concluded, for:

renders a shortline captive or creates or extends
between mergers and contract limits on interchan;
"No. 13 served Dec. 21, 998 p. 11; see also CSX/N

(continued...)

except where a merger:
er,” there i is no lmk ,




burdensome regulatory requirements on carriers solely because the carriers are seeking

merger aﬁproval

Class I railroads are already committed to addressmg “paper barriers” and

related concerns. At the urging of the Board in Ex Parte No 575, Revxew of Rail Access

and Competition Issues, the railroad industry has a form l process for resolvmg concerns

regarding “paper barriers” and other issues. The “Ra:l "ndustry Agreement” (“RI1IA™)

between the AAR (representing Class I railroads) and the ASLRAA (representing

shortlines and Class II railroads) commits Class I railroads to waiving iinterchange
limitations for new traffic and to considerirlg«the renego_iiau n of any sale or lease

agreement that includes contractual limits on interchangeﬁ as long as the smaller railroad

compensates the Class I carrier for lost traffic.3? Further discussions between the AAR

and ASLRRA are underway concerning potential modifi catlons to this agreement to
address lingering concerns of some ALSRRA members, partlcularly the larger Class Il
members. See UP Commems p. 16. The Board has repcatedly declined to “circumvent

the process established in the [RIA},* and it should sumlarlx decline to_ do so here.

July 23, 1998, p. 77 (not “appropriate for us to require wholesale elimination of these
freely negotiated contractual terms as part of this proce RailAmerica, Inc. -
Control Exemption — RailTex, Inc. (“RailAmerica”), Decis
(rejecting effort to remove “paper barriers™ as seeking
process as a means of altering preexisting conditions™);
May 25, 1999, p. 39; Finance Docket No. 33813.

use the Board’s oversight
/IC, Decision No. 37 served

32 To date, no shortline or regional railroad has asked UP. for expanded rights under
the RIA. Verified Statement of Warren Wilson, p. 7. E i

3 RailAmerica, . 6; see also UP/SP General Oversight,
Dec. 21, 1998, p. 11; Review of Rail Access'and Competition Issues, STB Ex Parte No
575, Decision served Mar: 2, 1999. :




Proposals to eradicate existing “paper barriers™ warrantl further comment,
because, in addition to lacking any relationsﬁip to mergers, they rest oﬁ fundamentally
misleading premises. Warren Wilson, UP’s Senior Manager of Rail Line Planning and
the UP official principally responsible for UP’s shortline relationships, describes he
pertinent facts in his accompanying Verified Statement.

As the Board has described, “paper barriers” are “contractual provisions
constraining the ability of a small railroad to interchange traffic with carriers other than
the Cflrrier from which its lines were originally purchased.” UP/SP General Oversight,
Decision Nd. 13 served Dec. 21, 1998, p. 11 n.36. Numerous parties reéommend that the
Board adopt regulations sweeping away these contractual provisions. Sé)me propose that,
in future Class I merger proceedings, all contractual limits on inlemlmnée involving a
Class I applicant should be climinated automatically as part of the mcrgér review process.
See, ¢.2., ASLRRA Comments, p. 7; DM&E Comments, p. 7. Others propose that such
contractual provisions should be subject to a “presumption” favoring elimination or some
other form of “strict scrutiny.” See, e.g., State of New York Comments, pp. 15-17; NITL
Comments, pp. 20-21.

Despite the derogatory nickname, “paper barriers™ are legitimate
contractual provisions negotiated between the shortline and the Class . They are not
forced upon unwilling shortlines. Instead, they allow shortlines to exist and reduce the
burdens of owning and c;perating a shortline railroad. As Mr. Wilson explains:

1. The contractual relationships between Class I railroads and smallér

railroads are not uniform. Some shortlines purchased their lines from a Class I railroad

years ago, while others did not. For example, most of the shortline connections that were




“spun off” from UP’s system involve leases, not purchases. In those situations, UP still

owns the lines the shortlines operate. See Wilson V.S., p. 3. The Board must recognize
these differences in considering proposed rules.

2. Many agreements between Class I railroads and shortlines contain
no prohibitions on interchanging traffic whatsoever. Forexample, Ui”s shortline leases
permit the shortline to interchange with any other connecting carriers; The shortline has
the choice of paying its rental obligation to UP either in traffic (by interchanging traffic
with UP instead of other railroads) or in cash. The shortline may choqse to interchange
no traffic with UP as long as it pays UP its rent in cash. Id., p. 4. |

3 These lease arrangements benefit shortlines. The shortline's
agreement to pay the lease in traffic rather than cash allows the shortline to avoid up-
front financing costs,ic‘hargc lower rates to its shippers, devote its t‘magcial resources to
upgrading the line, and generate additional traffic. The shortline also b__ears less risk,
since it can discharge its “rent” obligation with a bercemage ofits inlefline traftic, rather
than a fixed monthly or annual cash payment. Similar benefits flow fi rdm contractual .
interchange commitments that allow a shortline to purchase a line for zl%l()wer purchase

price. Id., p. 4. For these reasons, DOT opposes rules that would permanently remove

“paper barriers™. it recognizes that such provisions “are contracts that the buyer of a small
carrier entered into with the selling Class I carrier for favorable terms at the time of
purchase.” DOT Comments, p. 21 (emphasis added).

4. Many shortlines would not exist today if the Clas.é 1 carriers could

not have entered into contracts — at arm’s length — allowing the shortlines to pay for their




acquisition in traffic rather than cash. The shortlines would not have been able to finance
the higher purchase price or would have had higher costs.

5. Eliminating “paper barriers” would be a one-sided renegotiation
of the terms of the shortline’s acquisition. Some parties are quite explicit in calling for
a Board examination of whether the Class 1 carrier has already received a “reaéonable”
economic return for the use of its lines. See State of New York Comments, p. 17; NITL,
pp. 20-21; Subscribing Coal Shippers Comments, pp. 22-24. There is no statutory
authority for the Board to second-guess the economic valuations arrived at through
negotiations between the parties.>® Ata minimu:h, the Class I must have the option of
rescinding the transaction if the Board attempts to restructure its contract.
VII.  Public Benefits

Numerous parties, including UP, urge the Board to require applicants
to establish with greater certainty that a merger provides public benel’its. E.g.. DOT
Comments. We support this higher standard of proof, because prior mergers have
absorbed the excess capacity from which railroads suffered two decades ago, because the
risks associated with Class I mergers are substantial, and because the case for efficiency

benefits from additional Class I mergers is weaker than in the past. We-therefore join
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Except in the narrow circumstances to which the ICCTA’s “feeder-line”
provisions apply, see 49 U.S.C. § 10907(b)(1), the Board lacks authority to compel

the sale or lease of a line to form a shortline, and thus cannot compel a Class I carrier to
engage in such a transa:tion on financial terms that the Class I regards as unacceptable.
Even in the case of feeder line sales, the line’s owner must receive a price “not less than
the constitutional minimum value™ of its assets, which is the greater of the line’s going
concern value and its net liquidation value. 49 U.S.C. § 10907(b)(1) & (2).




those who urge the Board to test benefit claims to determine whether the benefits are

substantial and whether they are likely to be achieved.

Because achieving public benefits through inter-carrier cooperation has
become easier as a result of recent developments, merger applicants should now prove
that permanenﬂy restructuring the North American rail system is necessary to generate
benefits. With fewer Class I carriers, conflicting perspectives are less likely to interfere
with cooperation. Vastly improved information systems allow railroads to.exchange data
in ways that were impossible only a year or two ago, supporting interline service and
other initiatives. New e-commerce initiatives promise to revolutionize the industry.

Recent news reports provide compelling’evidcnce of the new opportunities
for inter-carrier cooperation. Less than one month ago, BNSF ar.d NS announced a
remarkable, multi-railroad enhancement of transcontinental interme ° ~ ~~rvice. BNSF
News Release 958, 5/10/00. According to BNSF, the agreem “first
truly integrated operating dgreement between BNSF and NS.” I PN the
agreement will provide expedited intermodal service bcheen Atlanta, Charlotte, and
Jacksonville on NS and California and Arizona locations on BNSF. We understand that
the parties intend to expand this agreement to include service between the Southeast and
other points in the West. In addition, NS will purchase 1,300 new containers, which it
will contribute to the North American Container System, a ten-railroad consortium that
furnishes equipment for a doublestack container network spanning the entire North

American continent as far north as Halifax and Prince Rupert and as far south as Meéxico

City.




CN is also proposing a major market e#teﬁsion using three-carrier interline
service. It recently announced plans to develop intermodal service to:and from a facility
in New Stanton, Pennsylvania, southeast of Pittsburgh, targeting shippers within a 150-
mile radius. CN will provide this service next year in connection with Wheeling & Lake
Eric and the Southwest Pennsylvania R.R.

In view of the rapid pace of change in the industry, the Board should
recognize as public benefits only those improvements that can practicébly be achieved |
only through merger. We do not suggest that merger applicants must prove that they
actually tried and failed to achieve through cooperative efforts each of the public benefits
they claim, although such experiences would be useful evidence. Applicants must,
however, explain the factors that make it unlikely the benéfits will be achieved through
inter-carrier cooperation. Evidence that other railroads have achieved specific types of
benefits without merging should establish a presumption that applicants’ claimed benéﬁts
are not attributable to their merger. ‘

UP sharply disagrees with CN’s remarkable assertion that a merger
generating no public benefits should nevertheless be approved as “consistent with the
public interest.” CN Comments, p. 45. The Board should reject this extreme view for a
number of reasons:

. First, service problems have followed every major railroad

merger in recent years (the modest CN/IC transaction is not
fully implemented).’* Because service disruptions are so

3 Although less disruptive than the service failures following UP/SP and the -

Conrail division, the BNSF merger caused a three-year service decline according to
major BNSF shippers such as UPS and General Motors. Statement of United Parcel
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options, But there is no public interest in protecting these entities. The intermodal market
functions well, and there is no reason to believe that shipper interests require the Board to
insulate certain types of agents f"rom market forces. |

TIA asks the Board to review merging carriers' policies regarding the
terms and conditions on which they do business with IMCs, ihcluding minimum volume
contracts, bonding requirements, and equipment allocations. TIA also urges the Board to
prohibit “discrimination” against smaller IMCs. In substance, TIA wants the Board to
interfere in the complex interaction of railroads and IMCs by re-regulating aspects of
exempt intermodal transportation.

These irteractions are far more complex than TIA acknowledges. As
TIA's comments reflect, BNSF is more aggressive than UP in establishing requirements
for IMCs, but BNSF continues to do large and growing amounts of business with smaller -
IMCs that do not meet its requirements. In order to replicate the efficiencies of larger
IMCs, smaller IMCs have formed consortia that purchase transportation services from
the railroads. These consortia. scarcely mentioned in the TIA comments (T1A
acknowledges that IMCs sometimes “combine contracts;’), meet the most stringent
railroad requirements and qualify for rai!méd incentive brogmms. Thiszis evidence of
an efficient marketplace at work, not of market power.

D. Use of Voting Trusts

Some parties recommend that the Board revise its procedures governing
voting trusts, which are often used to insulate a railroad from unlawful control by a
purchaser while the Board considers a merger. The Port Authority of New York and
New Jersey (“PATH") recommends that the Board require detailed ﬁnanéial informatipn

from carriers before it approves any voting trust. PATH Comments, p. 14. The Ports of
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Seattle, Tacoma, and Everett recommend that the Board adopt “guidelines” that would
essentially prohibit the use of voting trusts for mergers. Washington Post Comments,

pp. 17-18. The rationale for these proposals is to ensure that the Board’s approval of a

voting trust does not result in de facto approval of the essgnti;’il financial terms of the
proposed transaction. »

No change in the Board’s voting trust procedures is needed. The Board
already has the ability to review proposed voting trust agree;iignts to ensure that they will
protect the independence of a carrier during review of a pfopbggd transaction. If a voting
trust arrangement would preclude the Board from engaging ma meaningﬁul review of the

transaction, the Board can disapprove it. See generally Finan@g Docket No. 32619,

Union Pacific R.R.. et al. — Request For Informal Opihion - Votmg Trust Agreement,
Decision served Dec. 20, 1994. B

The proposed changes could encourage hoslile‘tgikeovers of railroads by
non-railroads. Limiting use of voting trusts would uniquely hﬁnélicap rail carriers in the
market for corpu.: e control of other rail carriers, since non-carriers pursui;ng the
acquisition of a carrier can complete their acquisition without Bg’fard approval. If the
voting trust mechanism were unavailable, for example, carrieré_fi{xvjighl be diémbled from
stepping in to prevent a non-carrier from raiding the assets of anéthcr carri&, as occurred
when UP and Blackstone Partners (which controlled séveral small carriers) stepped in to

rescue CN'W from a hostile bid by Japonica Partners.’” Blackstone established a voting

3 The Japonica bid led the ICC to take the extraordinary step of convening a
separate proceeding — Ex Parte No. 480, Chicago & North Western Transportation Co. —
Transportation Ramifications of Acquisition By Japonica Pd ecision served May
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trust in order to carry out its acquisition of control of CNW.*® With railroads stocks

trading at low levels, corporate raiders and other non-carrier investors should not be
given a further advantage over carriers.

E. Use of Confidentiality Designations

UP supports proposals by several parties to limit the abuse of
confidentiality designations under Board protective orders. Merger applicants and
other participants in a merger proceeding sometimes unnecessarily restﬁct access to
information that is vital to evaluating the effects of a proposed transaction. See PATH
Comments, p. 12; NS Comments, p. 68. Analysis of the operating, com.petitivc, and
other effects of proposed mergers or requests for conditions should not be the sole
prevince of paid outside consultants, Except to the.extent that information is of the
utmost competitive sensiti>ty - ¢.g.. the confidential terms of shipper contracts, internal
strategic planning documents, and rates-applicants should not use “Highly Confidential”
designations to bar disclosure of information to party e111ployées who have agreed, by
executing the Board’s standard “Confidential™ undertaking, to be bound by a protective
order.™ UP believes that the Board should take this opportunity to establish more

appropriate parameters for the use of “Highly Confidential” designations.®

2, 1989 — to consider the ransportation ramifications™ of the attempted Japonica
takeover of CNW, but the Commission acknowledged that it likely lacked jurisdiction
aver the proposed takeover.

i Blackstone Capital Partners L.P. — Control Exemption — CNW Corp. & Chicago
& North Western Transportation Co., 5 1.C.C. 2d 1015, 1016 n. 5 (1989).

3 The Board can act to require de-classification of material of central importance in

a particular case. See, e.g., CN/IC, Decision No. 31 served Feb. 12, 1999 (requiring
submission of public record version of CN-IC-KCS Alliance Agreement and CN-KCS

(continued...)
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Access Agreement) In the ordinary case, however, it is often too burdensome and time-
consuming to litigate the treatment of large numbers of documents. Over-desxgnatlon
thus often goes unchallenged.

0 The most serious abuses have been in rate cases, where some shippers have
desxgnated their entire filings as “Highly Confidential,” even though they contain little
or no sensmve material.
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EXHIBIT 1

BEFORE THE
SURFACE TRANSPORTATION BOARD

STB EX PARTE NO. 582 (SUB-NO. 1)

MAJOR RAIL CONSOLIDATION PROCEDURES

VERIFIED STATEMENT
OF

WILLIAM J. BAUMOL

Qualifications

My name is William J. Baumol. 1 reside at 45 Ocean Avenue, Monmouth Beach, New

- Jersey. 07750, USA. Tam professor of economics and Director of the C.V. Staljr Center for Ap-
plied Economics at New York University. | received my bachelor’s degree in economics from
the College of the City of New York in 1942 and my Ph.D. from the University of London in
1949. After my military service in Eurape during World War I1, I taught at the London School
of Economics from 1947 throughA 1949. 1 then served as a inember of the faculty of Princeton
University for 42 years, where I recently became professor emeritus, and where !‘ stifl hold an
appointment as Senior Research Economist. | have written approximately 30 prd:fessional books -
and 500 articles. I have served as presideng of four leading professional organizations of econo- ,
mists including the American Economic Association, the world’s largest organizaﬁon of econo-

mists from business, government, colleges and universities. 1hold nine honorary degrees and
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other honors in the United States and abroad, and am a member of three of the nation’s leading

honorific societies, including the National Academy of Science.

I have taught university courses on the economics 6f antitrust, regulation and industrial
organization, and have been invited to lecture on these subjeéts in forums throughout the world, |
x most recently in Australia, France, Israel, Italy, England and Venezuela. I have also written a
number of articles and books related to these subjects and have testified extensively on antitrust
and regulatory issues before courts and regulatory agencies in the United States and abroad.

Over almost forty years, [ have been involved in matters relating to regulation of railroads in the

United States.

The Issue and My Conclusions

| The Board’s request in Ex Parte No. 582 for comments on the appropriate rules gbvem-‘
ing future Class I mergers has been seized upon by some of the largest And most affluent ship- o
pers and their trade associations (henceforth [ will refer to them as “the Access-Seeking Ship-
pers™) as an opportunity to re-impose regulations of railroad rates that aré designed in the spirit
ol the pre-Staggers era. | 1 addrcss in this statement proposals by a number of parties that the
Board adopt rules compelling merging railroads (and in some cases even non-merging railroads)
to provide competing railroads with access to their exclusively-served shipper facilitics, via
mandatory switching in terminal areas, grants of trackage rights. or requirements to establish
separate challengeable rates for existing bottleneck segments. | will refer to all of these propos-
als as seeking “forced access.”

Those who advocate the forced access rules make little effort to co‘nceal their objective

-- the imposition of regulations that would lead directly to lower transportation fees that, in turn,

would result in further erosion of the railroads’ persistently inadequate earnings. They ignore the
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inevitable effect in terms of deterioration of the rail network, and the resulting undermining of

service quality and service provision. They repeatedly claim that their objective is to enhance
competition and to turn to the market rather than to regulation as the determinant of railroad de-
cisions and activities, when they demonstrably mean the opposite. They repeatedly refer to rail-
road *“monopoly profits” when they know full well that railroad rates of return persisténtly fall
below the levels earned in the economy’s other industries, many of which are manifestly com-
petitive and subject to the control of the unconstrained market.

Decades of ill-advised regulation and the persistent inadequacy of rail revenues, for
which regulation bore heavy responsibility, led to drastic under-investmcﬁt in the rail network.
While the Staggers Act of 1980 had a beneficial effect on infrastructure investment, further im-
provement in the rail network has manifestly been neld back by the inadequacy of railroad earn-
ings. The shippers who are participating in this rulemaking and using the merger issue as an ex-
cuse to advocate re-regulation through regulatory intervention apparently do not recognize that:
the changes they propose must in the long run be damaging to all or virtually all those affected,
including themselves.

The forced access proposals appear to promise stimulation of competition by the imposi-
tion of access, on what amounts to uncompensatory terms, to the properties of the railroads. But
this will simply constitute a subsidy of competitors regardless of their efficiency and a transfer of ‘ |
funds from the railroads to the shipper proponents of forced access. It will be a tilting of the
playing field that undémines competition, while having the appearance of promoting it.

It has been argued that imposed access will help to prevent breakdowns in service quality
by giving others access to a railroad’s bottleneck facilities, with rival carriers striving for busi-

ness through improved service quality. But those who argue this way do not realize that their
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remedy can only Bring on the disease it is ostensibly designé&:té cure, By :furtber undermining
efforts to achieve adequacy of revenues, the proposed changgs_ will preveni the railroads from
obtaining the funds for the very investments needed to prevent sérvice deterioration. And after -
rail operation is turned into an activity whose earnings are even further behind those of U.S. in-
dustry generally, who will really want to compete for the priyii‘eée of canying even more money-
losing traffic? | ‘

The Competitive Capital Markets n
Importance 0 the Economy of Adequat,

Avoidance of regulatory imposition of access r'equ.iremen;gs that will inevitably lead to in-
adequate railroad earnings is not simply a matter of legal reqﬁifetﬁents and justice in the treat-
ment of investors. Rather, the economy itself stands to lose an essential pari of its infrastructure
if indefensible reregulation further reduces railroad earnings. The economy;s capital markets are
highly competitive, and investors are under no compulsion to provide financial resources to any
enterprise that does not promise a lcvel of earnings commensurate with thos'; currently offered
by others who are in the market for funds. Thgt is why adequacy of’ eamings:E in any industry,
from the viewpoint of economic efficiency, is only legitimately measured by :,rcfcrence to the
carnings currently obtained in other industries. And in these terms it is easy to demonstrate that
while rail ¢amings have improved since adoption of the Staggers Act, they have nevertheless
remained persistenily and substantially below adequate levels. |

Experience in rail transportation in the wake of the Staggers Act shoufd convincingly
demonstrate that in this industry achievement of adequate revenues is no easy matter. The gov-
erning statute enjoins regulators to refrain from measures that prevent the achicvement of ade-

quacy of earnings by the railroads. Regulators, indeed, have clearly tried to live up to this admo-
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nition. And, in fact in the post-Staggers era;

goal of adequate re‘j_énues. doing so; it shodi'd

rates. But the fact is that rail earnings remain w of most éther industries.

as the railroads remain unable to offer investors ctive as those investors can
clsewhere, they will be severely constrained '-ih tain the investment reso

they need to serve those who now demand impo

the pertinent sense of the term, rail revenues must

This means that investors can be reli

nues are cut further investors may well refu

maintenance, replacement,:modernization and

vestors will supﬁly funds ordy on terms that are

only be financed by, in effect, giving away the railr

that will further reduce iht;sé'~revenues it will cléaﬂ
to refrain from pouringi gooq E;csources after had an
sources tied up in rail investment.

The <ffeot on rail sén}ice should be nbvious; The
the shippers located on the less heavily utilized ﬁbttio ’ o
but not necessarily the last, ‘ca:SuaIlies of iﬁadcquaie i

pers, in contrast, by and large,:é_ue not direé;tly represen

terests the large AccessQSéeking Shippers are ostensit However, éven though:

smaller shippers may suffer first, in the long run even the tippers will l}em the conse:

quences of their pro;v:osais‘,,and;ﬂle resulting deterioratior
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that the railroads will be able to provide to them will, so to speak. constitute the punishment that

fits the crime.
How to Ensure Continued Inadequacy of Railroad Returns
The proposals of the Access-Seeking Shippers are clearly likely to make it impossible for

the railroads to recover their substantial sunk. fixed and common costs. The proponents of forced
aceess seek aceess in order to reduce the total amount they pay feor transportation. and thercby to
reduce the revenue contribution that an incumbent can receive from its ownership of a botileneck
facility. But in a market where competition limits the price railroads can charge for vost of their
traffic. any artificial reduction in the revenues obtained from movements for which regulation
provides the upper bound on rates simply must reduce the raifroads” total revenues, Stated dif-
ferently. ;m fully competiiive sections of a route rivalry forces rates downward toward variable
costs because any supplier will be unwilling to forego a contribution to its tixed and common
costs. however small. So from these segments only a minor portion of those costs can he recov-
ered. leaving the rest 1o be obtained trom the bottleneck portions of the route -- the onty place
they are available. The regulatory cetling on end-to-end rates then ensures that no more than the
appropriate amount is recovered from the bottlenecks. Thus, forced acceess in the railroad indus-
try -~ which by definition would undermine railroads” ability to price difterentially -- could not
be more threatening to the prospects for adequiney of saifroad investment.

The railroads, like other industries. must obtain revenues not only sufficient to cover their
variable or incremental costs, but also their extensive fixed and common costs. notably the ¢osts
of track maintenance and improvement. 1t the torces of competition prevent the ecarning of more
than variable costs on the non-bottleneck portion of a railroad’s facilities, it is only through its

carnings on bottleneck facilities that it can hope to cover its fixed and common costs. The calls

"0
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for imposed competitive access at regulated prices for bottleneck service are thus a direct ¢chal-

lenge to differential pricing. Differential pricing is uniformly mknowledgéd to‘ be a critical re-
quirement for financial viability of the railroad industry. This is a direct coipsequence of the fun-
damental economics of railroading; with its high fixed and common costs and the presence of
competition in most of the nct\mrk The shippers generally do not challenge dlfterentml pncmg
openly, since its logic and reasonableness are so widely recogmzed lnstead they call for pnce
ceilings on the portions of the railroads’ services where ﬁxed and common <%osts can be recov-
ered. These ceilings are tantamount to the elilninaxion or fhe_ in;:aposition of s%evere constraints
upon differential ﬁricing, preventing c(;,xminued rccovéry (with rioaexéess pro?its) of any of the.
railroads’ fixed and common costs. ' ' 1 ‘ |

In sum, despite the rational reguiatory pohcnes undcr whlch railroads how operate they '
have for many decades been unable to achleve rates of retum anywhcre near those of the many
other mdusmes with which they compcte for investment funds It is little slmrt ofa mxracle that,-_ :
despite this, in the post-Staggers era the rallroads have been able to carry out as much mvestmen,
as they have.” Looked at from the pomt of view of investor incentives, it shou]d hardly be sur-

prising that there have been seme breakdowns of s service quallty The surpnsd; rather, should be

that despite persnstently substandard rates of remm, service and capacity proh&cms have been S0




tion of market forces for regulation. Thus, for example, in the Opening Comment of PPL Elec-
tric Utilities Corporation and PPL Montana LLC, “major benefits” are ascribed to “an approach
emphasizing market discipline, in contrast to public utility-style ratemaking...” (pages 15-165.
Yet the Comments submitted by The Fertilizer Institute refer to “the possibifity of requiring
merger applicants to provide switching at an agreed-upon f'ee”, noting that “TFI supports this
change.” (page 4). Similarly, the comments of Dow Chemical Company tellzus that “Dow en-
courages the Board to consider [permitting shippers] to apply to the regulatm%y agency to seta
rate for traffic over the bottleneck railroad serving the shipper to an intetchan?gc point with an- | _ \
other raifroad.” (page 8). This is indeed a desire for deregulation’t:brough rerégulation.

Far from creating marketplace competition where there is none today,‘{the kind of forced
access requirements that are proposed in this proceeding would sﬁbsidize the én&y of less effi-
cient railroads. New entry via forced access under these cohditions would not% result in any real
addition to competition in the industry. Clearly; with inadequate returns to thc% industry, no one
is about to construct new competitor rail lines, particularly under the proposed;inew rules that
would further reduce earnings opportunities. Unlike theien,try of new clectrici!;( generatbrs who
bring new facilities with them or the development of new gas fields that were éreviously un-

 tapped, imposed access in the rail industry is not even intended to lead to constituction of new
railroad lines or new facilities in bottleneck areas. Also, there is no major new rallroad technol-
ogy or new low-cost operating techmque whose utilization would be promoted by forced access.
Nor would these rules lead to the entry of new barge lines or trucks}tbat area prime source of .

competition in surface transportation.

What type of new entry is, then, soﬁght by proponents of i posed acces§ in the gai_lx!oa;d;

industry? It is forced, subsidized entry that, wholly apart from its

astating efi'ects on the



carnings of the incumbent railroads, would lead to inefﬁéient results that would never persisi in
any effectively competitive market.

Under the existing regulatory regime, bottleneck rates are not unconstrained. Under the
existing rate reasonableness regime, railroads are prevented from eaming too much through their
bottleneck facilities under the principles of Constrained Market Pricing, which prevent the rail-
roads from charging origin-to-destination rates, inclusive of service on the ba?lleneck portions of
their service, that exceed competitive standards. The basic reason for placement of a ceiling
only on end-to-end rates is straightforward. That end-to-end rate is the amou;)t the customer ac-
tually pays, and it is what should matter for the shipper who is dedicated to the competitive mar-
ket model for rate regulation. Under these circumstances, a change in the pri(;e of a component
is as irrelevant as a change in the sticker price of an automobile transmission, :vwhen the price of
the automobile remains fixed at $20,000. Or rather, it remains irrelevant unleés an association of
auto transmission repair shops persuades regulators to place a $10 ceiling on the price of trans-
missions and then demahds that the car mainufaclurer supply ghg shops with uénsmissions alohe,
at their newly regulated price. That is precisely what the shippers are after !en. They seek to
impose uncompensatory price ceilings on bottleneck service in isoléiion, paten:ily planning to
purchase bargain bottlesneck service and no more from the affected railroads. |

Under current origin-to-destination regulation of railroad rates based on the competitive
market model, the owner of a bottleneck facility has strong inqentives toleta ngoré-efﬁcient pro-
vider handle traffic that moveé over the bottleneck at a compensgtory fee beneﬁ%‘cial to boih par-
ties. The owner of the bottleneck can maximize its net revemié from:the origin-iito-dcstination» ,
movement only by avoiding any wasted costs that it mlght inc d by:handling thé traffic itself; 1f

another carrier can do so more efficiently. Therefore, as iniany.

titive mafket, the ‘bot'tlgé’i ,




neck owner has the incentive to make efficient “make or buy” decisions - i.e. , to provide the

service itself if it‘can do so efficigntly,-or to ‘fbuy” thgf service from a more efficient supplier;‘
Two conclusinns follow from this discussion. First, if regulatd;s set an accéss charge for
the bottleneck alone -- i.e., a switching fée the carrier may not exceed when it provides cotnpul- ;
sory switching to the exclusively-served plant,‘a’ trackage rights chargé the carrier may not ex-
ceed when it is forced to allqw th¢ competitor to operate over its lines ép serve the exclusively-
served shipper, or the rate factor it may not exceed .wn'en i} is compelleéi to set a separate rate fof
the bottleneck segment - below the level called for b} the.competitive market model, it would
not increase competmon, but snmply would amount toa cross-subsndy that allows less eff cxent
provxders to take business away from a more efﬁcxent competnor. Secand if regulators set ag-
cess uha:ges at a level that does nat dlstolt compctltlon between the hottleneck owner and its
competitors, a forced access teglmc would not result in any changes in the way traffic is handl J
today. The current regime already gives the owner ofa bottleneck facuhty the incentive to lease
the facility to a comipetitor railroad | lf the other railroad can handle the trafﬂc more efﬁclently
and can therefore produce higher net revenues from the bottleneck servme than the bottleneck :
owner can by itself. Forced access Would merely create another co'mplex_ layer of regula_ticn- tha
if camed out in accord with the competmve model essentmlly would arrfve at the same result. It v

would make no dxﬁerence to the competltxven&ss of the mdns




equipment, tracks and related facilities to move evena small volume of trafﬁc ina parucular
area. If two carriers split the traffic, it is likely to require a. net increase in thc number of crews,
locomotive power and freight cars to provide the previous Qquality and quantipy of service.
Forced access would also undermine efficiency in de,cisi_ons on invesiment and schedul-
g needed to accommodate different types of traffic. Not only must a ranlroad ensure that a par-
ticular car moves from its origin to its designated destmauon, but it must coordmate the move-
L
ment of several types of traffic with dlfferent charactenstncs. The same segmf:nt of a rail line
may be used to handle tra; fic with diﬁ'enem time sensmvnty, dlfferent operatmg charactermncs,

and different prices. Fast intermodal trains must be handled d:fferently from: hlgh-volume unit

coal trains. It is necessary for railroad management to comtdina’te, n‘iarketing, dperating and ine-

vestment decisions if i 1t is to achieve anythmg like an optlmal ml  of these traﬁ‘ ic types along

with lhe most efficient allocation of the required resources. Forced access woqld make it more

difficult to reach and carry out efficient declsmns on coordmatnon f these dlffﬁrent traffic types.

All of this strongly suggests that the real objective of' ttbe proponents of forced access is to

achieve reductions in railroad rates through inappmpriate regdlaﬁon?bf the accefs cha:ges,_houo

ze or do nqt care that in the
1
imately to lloss of service-

obtain any real increase in competmon. They apparently do not reali

long run this can on!y lead to deterioration of the rail network and

meeting the standards that these shlppers themselves requnre. .
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roads, and those differences mean that the access measu;es appropriate el.{ewhete are totally in-

appropriate for the railroads. There are at least four important and relevant ways in which the
electric power; telecommunications and natural gas industries differ from éhe milroads. “First, the
economic and regulatory condmons ﬁmt prompted access regulation in the other industries sim-
ply do not exist in the railroad mdustry In the three supposedly similar mdustnes, because th«‘:rej )
is no full end-to-end regulation of rates, failure to impose ad_oess threatened to preserve or pro- .
vide monopoly power to some of its ﬁrms and could serve as a mgmﬁcant mcennve for self-
favoring discriminatory behavior. In rallroadmg, the rules hmltmg end—to-cnd charges under the ...,
regime of Constrained Market Pncmg already provide an eﬁ"ectwe shleld a$amst such problems
‘Second, access regulatlon in the other mdustnes was, mtendcd to prdmotr‘ the entry of
. new competitors and to expand competmvc opnons ata tlme tha‘ new tcchnology and low-cost -
suppliers were becoming increasingly avallable. Wlthout access regulauon, the owners of the
monopoly facahtles could discourage or prevent the new entry from occumqg In the railroad

mdustry, forced access to bottleneck facllltles does not promise to provnde my entry by new nva

enterpnses. ‘

Third, in the other mdusmes, freedom of access to bottlem:ck facllltlés does not impose g
1




» Fourth, access in the railréad industry would sgri?usly jeopardize the ability of railroads

ever to achieve revenue adeqﬁacy; arisk that also arises, but is not nearly as serious in the other :
industries. ‘ "

While this is not the place to discuss why reqﬁired access was, imdeed, highly apptopﬁate ‘;‘
inat Ieast some of these other industries, it should be clear that this is no justnﬁcatlon for the - |
adoption of similar measures in the rail arena,

Tlle Competmve Model as Guide for Pu :Interest Regulatmn

A principle almost umversally applauded but all too often honored only in the breach 19
that regulatory rules should serve asa substltute for compentlon in a.renas where competmon 1s
difficult to sustain, This means that iit is the duty of regulators to require the firms they Qversee
to behave as they would if their actlvmes were carried Ollt:l va‘oompentlve marketplace. But tln_
gmdmg prmcnple also means that regulawry intervention nﬁst go no furth‘pr. It must not fome
firms to adopt measures s that they wonld not have to- accepg a‘vfully com[?etltlve market. Expe
rience repeatedly eonﬁrms that well mtennoned but mlsgmded attempts to\ constrain pricmg. '
vestment and other related activities of firms more severely than they would be by compentnve
forces introduces inefficiencies that raxse costs, dcgrndc servwe and mfrastruclure and senously
damage the public welfare.

The mtlonale for these conclusmns is provided by systemnuc economlc analysis as well

as by extensive expenence. Economncs has repeatedly demonsu;ated that competmve markets
|

" consumer demands. Competmve markets yleld pn
efficiency and which: provnde no excessnve proﬁts.

markets can be shown to




efficient supphers in the most efficient way currently posstble. In short, the competltlve matkct ‘
model is an appropriate guide for regulatxon because there is no known eeonomxc arrangement
that serves the public’s economic interests more efficiently and effectively.
All this, in turn, has several ciear implicaﬁonéz
v Regulators should never intervene where cqiu;ieti;iqn is already rea%sonably effective.
All relevant‘ qia:ket constraint#, including modal, gqographxc and p%oduct compétition,v
must be considered in analyziﬁg the effectiveness ’of c@petition f&r particular railroad
prices and services. If rallroad pricing and service is effectlvely constramed by these
forces, regulatxon has no role. It does not matter whetber those constramts are prov:ded
by railroads with parallel routes or by geographic or vlp_tcnmdal nVa!ry, as long as the
resulting constraints on behavior are sufﬁcienuy powe rful ‘

and profits and to prccludc meff cxency

compemlve market, rules that threaten to dnve thexr eamlngs below 4 competltwe level

should never be adopted. : ‘

returns are lower than the returns investors can obtai

In competitive markets firms often offer access to th
compétitors. But they do so only aﬁer voluntary ne

profitable for the owner of the facilities toperm e




The precedmg observations, and particularly the prm «lple that regulatcd ﬁrms should
“never be forced to do anythmg ey would not doi in a competmve market, has several
direct implications. First, it indicates that access will hc granted voluntanly only if the
price is adequate. Firms in competitive markets will not grant voluntary access at
inadequate prices. Second, it follows that enforced access, in vmlatlon of the competitive .
market model for regulauon, is hkely tobea source of mefﬁmency, inadequate earnings.:
and degradation of service.
It will surely be argued that enforced access is mnnune from these q;bjectlons because 1t
is a2 means to introduce competltlon, rather’ than a way E evading competmve gurdelmes
However, if the price of access is set below the comp:. ( level. tl'fat is, below the levg
that would induce access to be ?pmvided voluntérily_ ii éompetitivé market, the result '

must in effect be subsxd;zed cntry Such entry tenns perm:t mefﬁcré,nt entrants to destroy

incumbents, not by virtue of the entrant’s superior perfo ance, but \lhmugh the speclal

financial advantages conferred 1 upon it.

main coni:lusion that - :
emerges is that enforcement of access --;except onterm: lead the ilrlcumbcnt"to.
access volunta.nly ina competmve market -—-is hkely 10

spite the spurious appearance of sucb measures as: rn"




The Likely Consequences of Imposed Access: Undermined
Investment, Increased Coordination Cost and Enhanced Litigation

We can now sum up the implicatiéns of our analysis. Legislatively imposed access is
currently advocated with the claim that it will enhance competition, incrc ase investment and im-"
prove service quality. We have seen that the reality is very different.

Even more to the point, forced access is virtually certain to exacerbate the low-earriings
~ problems of the railroads and thus to handicap them further in their investment efforts. The ex-
perience of the decades before the Staggers Act demonstrates clearly and dramatically to what
depths railroad investment and quality of service can be driven by such developments. Yet, such
a scenario is precisely - hat is being offered by the proponents of imposed access rules. It is
tronic that this undermining of infrastructure is the predictable result of proposals allegédly of-
fered in part to prevent breakdown of service quality. And it is equally ironic that the proposals
are oflered as a means to athiact sompetition, while they really threaten further reductions in the
already inadequaie revenues that are a prime disincentive for enhancement of competitive activ-
ity.

We have scen that the proposal also threatens to increase costs by contributing to the
complexity of coordination of the traffic introduced by imposed access. 1t also threatens 1o in-
crease costs by adding néw and unnecessary layers of regulation and encouraging litigation.

There is onlv one credible explanation for the advocacy of imposed access. ‘lts propo-
nents can only be hoping to obtain a legislatively mandated bargain price for the services they
get from the railroads whose facilities théy want to use. They seek to obtain a price below that
which would prevail in an unregulated market. They are hoping that the Board will, in fact.

force the railroads to provide them with subsidies. But that makes no sense even in terms of the
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self-interest of those advocates. Clearly, these proponents of imposed access need the services of

the railroads, and they need those services to be provided efficiently and expeditiously. There is
no better way to ensure that those needs will not be met than to take steps that further handicap \‘
the railroads’ investment efforts, by driving them still more behind prevailing earning standards |

in the U.S. economy.
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YERIFICATION 1

- I, William J. Baumol, declare under penalty of perjury that the foregoing statement is true
and correct. Further, [ centify that I am qualified and anthorized to file this statement. Executed
on June 2, 2000.

William J. o] ‘i‘
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VERIFIED STATEMENT
OF
WARREN C. WILSON

My name is Warren C. Wilson. I am Senior Manager — Rail Line Planning for
Union Paciiic Railroad Company (“UP”). I have worked 11 UP’s Shortline Group since 1987,

when UP completed its first shortline transaction in the post-Staggers era. For the preceding 20

vears, | held various marketing and operating department positions with the Missouri Pacific
and Pennsylvania Railroads.

I am respopsible for UP’s relationships with shortline and regional railroads. In
that connection, I am familiar with the contractual relationships between UP and its shortline
connections, as well as the process by which many of those shortlines were created to operate
lines that were part of the UP system.

This statement addresses the.comments made by various parties in Ex Parte No
582 (Sub-No. 1) proposing that the Board adopt rules climinating — or requiring Class | carriers
affirmatively to justify the continued existence of ~ so-called “paper barriers.” The term “paper
barricrs™ is a misleading one used by some to describe a wide variety of contractual provisions
between shortlines (imd sometimes Class Il railroads) and the Class I carriers out of whose
systems they were formed that address the interchange of traffic between the shortline and other
carriers.

The Board should not adopt rules that would modify or extinguish these
contractual provisions. They represent a fundamentui part of the transactions freely entered into
by the shortlines to acquire their line (by purchase or lease) from the Class I railroad. Altering
this aspect of the deal reached voluntarily between these carriers would amount, in essence, to a

re-pricing by the Board of the original transaction, either to increase the cash purchase price or
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rental paid by the shortline, to the shortline’s disadvantage, or to deprive the Class I of the value

of its asset as reflected in the purchase price (or rental terms) negotiated at arm’s length with a
willing buyer or Jessee.

[ begin by explaining what “paper barriers” really are and why they are
beneficial to the Class I railroads, shortline railroads, and the shipping community.

Many of the comments in this proceeding create the impression that “paper
barriers” are pervasive and onerous restrictions on the interchange options of shortlines that lack
any vulidjustiﬁca;tion. Those comments imply that shortlines purchased rail lines for their full
going concern value, but nevertheless must abide by interchange restrictions imposed by the
sclling carrier or pay significant penalties. In fact, most of the UP lines subject 1o contractual
interchange provisions are merely leased. and they remain UP’s property. In a few instances.
UP sold rail’ lines for substantially less than their market value based on UP’s expectation that it
would continue to receive revenues from the traffic gencrated by the line. Some commenters
acknowledge that the contractual limitations on interchange were fair when shortlines were
formed, but suggest that the justifications may have disappeared with the passage of time, In
fact, contractual provisions addressing interchange serve important ongoing purposes and
pravide important benefits to the shortline, its Class | connection and the shippers that they
serve.

1 am familiar with all of the 164 shortlines that connect with UP’s system. The
vast majority of those shortlines — 88% — are not subject to any contractual provisions affecting
their ability to interchange with carriers other than UP. Of the remaining lines, many are UP

shortline spin-offs which operate on trackage which is still owned by UP and leased to the
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shortline. UP’s lease agreements with these shortlines do nor prohibit the shortline’s

interchange of traffic with other carriers. To the contrary, under UP’s shortline leases, the
shortline is free to interchange traffic with carriers other than UP. Lease provisions addressing |
interchange with other carriers provide attractive financial terms designed to encourage the
shortline to interchange with UP so that UP can share in the revenue generated by the line’s
traffic. But these incentives benefif the shortline, which can choose to reduce or eliminate its
rental obligations to UP by interchanging a higher percentage of traffic with UP. In effect, the
shortline can choose to pay rent to UP in the form of interchange traffic or in cash. In the 13
years since UP started spinning off branch lines, no leased line has ever paid cash. As one
shortline operator put it to me. if he has 10,000 carloads annually, he can deliver all of them to
UP and pay no rent, or split the traffic between UP and other carriers and pay UP rent.

In a very small number of other cases, UP or its predecessors spun off lines to
shortlines or Class II railroads through outright sales. In some of those situations the shortline
and UP entered agreements addressing the shortline’s interchange of traffic with other carriers,
usually in return for a reduced sale price to the shortline.

The rent provisions in UP’s shortline lease arrangements that alfow payment in
traflic rather than cash — and analogous provisions in sale agreements - provide significant
ongoing benefits to shortlines. When UP “spins off™ a line to form a shortline ~ whether by sale
or by lease ~ it is providing an asset (i.¢., ownership and/or use of the railroad’s branch lines)
that has going concern value to UP. The aim of these shortline transactions - from the
perspective of both UP carrier and the shortline — is to make the line more profitable under

shortline operation, as a result of the shortline’s better cost structure, more intense focus on on-
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line shippers and high service levels. But nr va (vad v o .« nluntarily relinquish such an asset
PP > q

unless the purchaser (or lessee) was willing to compensate the owner for the asset’s full value.

By agreeing to accept less cash up-front in exchange for interchange traffic, UP
makes it easier for the shortline to acquire use of the line. In the case of a lease, the shortline
does not neéd to pay an up-front purchase price at all. [t thereby avoids the need to finance that
purchase, which might discourage the acquisition altogether or at least require debt service
payments that would have to be recouped in the rates the shortline charges its shippers. Those
coéts would make the shortline less competitive with other transportation modes and reduce its
growth opportunities. This method of financing also allows the shortline to spend more of its
resources on upgrading the line to improve service and attract new tratfic. Once the line has
been leased and the shortline is operating it, this arrangement aiso lets the shortline reduce or
climinate its rental costs by interchanging with UP. thereby allowing it to charge lower rates (or
lower divisions) and invest in improved service. UP’s approach to compensation for shortline
spin-offs also insulates the shortline from the risk that traffic on the line will not meet
expectations, since the shortline can meet its rental obligation by providing a percentage of
whatever traffic it generates, rather than making a fixed rental payment every month or every
year. In the case of a sale, similar benefits are realized when the shortline pays a sharply
reduced up-front purchase price.

Contrary to the negative view of those who perceive “paper barriers™ as
restrictions, contractual benefits to the shortline do not disappear soon afier the shortline
acquires or leases its line, but continue throughout the period of its operation of the line (and
provide a crucial part of the value and consideration to which UP is entitled). Without these

arrangements, many of these transactions could never have been closed. UP certainly would not
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have been willing to lease its lines for nothing if the shortline was to be free to interchange its !

traffic with all connections and cut UP out of any share of the revenue generated by its leased ‘
asset. From the shortline’s perspective, leases or acquisitions often would not have been viable!

if the shortline had been required to service debt or make significant rental payments out of the |

i
|

revenue realized from on-line traffic. The burden of cash rental payments or debt service that
reflect the full going concern value of leased lines would drive up shortline costs to the point
where their rates or division requirements would render their shippers non-competitive and
require the return of the lines to UP or lead to the abandonment of the property.

in light of these substantial benefits associated with the contractual arrangements
between UP and its connecting shortlines, it should not be surprising that. of the many
comments seeking rules addressing “paper barriers” that were submitted in this proceeding,
none were submitted by UP’s lessee shortline connections. The shortlines with whom 1 have
discussed these issues much prefer having the option of paying UP in traffic rather than cash.

No Rule Is Required

Even if there were contractual provisions in certain agreements between Class | k\
railroads and shortlines that limited the shortline’s ability to make ciificient interchange with
other carricrs, a sweeping new rule would not be an appropriate means of addressing those |
situations. Such situations are best addressed on a case-by-case basis through negotiations
between the individual carriers involved.

UP has cooperated with its shortline and Class Il connections in making
reasonable accommodations to permit wider interchange with other carriers. For example, one
Class 11 railroad — Dakota, Minnesota & Eastern (“DM&E") — has complained about “barriers”

in its contracts with the UP predecessor (CNW) from which DM&E purchased its line. In
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CNW’s original agreement with DM&E. CNW granted DM&E trackage rights over a segment
of CNW track through Owatonna, Minnesota. These rights did not generally permit interchange
with other carriers via the CNW track at that location. But UP has nevertheless oftered to allow
DM&E. for a modest payment retlecting a portion of the constructicn cost savings DM&E
would realize, to construct a new interchange track at Owatonna within the trackage rehts
limits 10 handie DM&E’s planned Powder River Basin coal trattic with IMRL.. UP also allowed
DM&E to interchange grain tratiic with lowa Northern via Mason Citv, lowa. which was not
permitied in the original CNW agreement.

The AAR-ASLRRA Railroad Industry Agreement ("RIA™). signed in 1998,
provides a further mechanism for addressing “paper barriers.™ Under the RIA, all Class |
raitroads agreed to a process for the rencegotiation of any shortline (or Class 11) sale or lease
agreement that included contractial timits on interchange in exchange for the shortline™s
agreement to compensate the larger raitroad for the value of the lost traffic. The Class |
railroads also agreed 1o permit shortlines to interchange new traffic with other carriers, provided
that the “parent”™ carrier was given an opportunity to handle the traffic.

Despite their RIA rights. no leased shortline has approached UP to renegotiate its
agreement under the RIA to secure greater interchange “freedom™ in exchange for additionl
compensation to UP. While certain organizations, like the ASLRRA. argued during the RIA
negotiations that all contractual limits on interchange should be eliminated, the fact remains that
shortlines enter into agreements containing such limits not because they are coerced. but
beeause the traffic commitments reilected in such provisions ofter an innovative, way of

reducing their costs of acquiring and operating the Class I's line.
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Finally. I want to emphasize that the UP-shortline relationship is not a one-way

street. Shortlines have called on UP many times for assistance with economic or physical
difficulties. Alsc, as UP’s service has continued to improve and exceed pre-UP/SP merger
service levels. we have extended our service offerings in cooperation with shortlines. One
example is our new “Express Lane™ California-New York perishables service, for which
shortlines provide significant traffic. In advance of the train’s start-up. UP coordinated the
train’s service requirements with shortlines to assure that shippers served by the shortlines
would benefit. This was a team effort between UP and at least five shortlines to crecte new
trallic. benefiting all the railroads involved. While some may desire to focus their atention on
seeuring new regulations that re-distribute existing traffic. which would add cost to the rail
system, it is new manifest traffic obtained through low cost and improved service that will make
the industry successful. This was the spirit in which the RTA was signed less than two years
ago.

UIP strongly believes that UP's leased property cannot be taken from us and used
by third parties without regard to the ecanomie terms mutually agreed to at the time of the lease.
Although parties to this proceeding have not speeifically sought to breach or extinguish
contractual obligations between UP and its feased shortlines, the general comments about
extinguishing “paper barriers™ have caused us to reflect on our future course were the Board 10
enact a rule purporting to alter the terms of those agreements.  If confronted with the choice of
accepting less compensation as a result of a breach or elimination of the contractual provisions
governing rental obligations, 1P in most cases would have no choice but u.x terminate the
contracts and resume operations of its leased lines. Class I operations have become much more

ctticient since the modern shortline movement first started, and the benefits of shortline
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operation of UP-owned branches are not as great as they once were. Indéed, in some cases UP.
believes that it could operate its former-branches at lower cost than the shortline operators.
While UP has every intention of honoring its lease agreements and continuing to develop

business in cooperation with its connecting “spinoff” shortlines, we would (in all likelihood) be

in a position to, and would, choose a different course if we were faced with the requirement of .

accepting Jess compensation from — or paying higher divisions to — the incumbent shortline

operators.
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